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The following questions were developed by the
Committee of Sponsoring Organizations of the
Treadway Commission (commonly referred to as
COSO). The intent of these questions is to help
senior executives and directors of all types and
sizes of enterprises gain a better understanding
of their organization's control systems.

COSO operates under the auspices of the
American Accounting Association, the American

Institute of Certified Public Accountants, the
Financial Executives Institute, the Institute of
Internal Auditors and the Institute of

Management Accountants. COSO's goal is to

1.

improve the quality offinancial reporting
through a focus on corporate governance,
ethical practices and internal control. The five

sponsoring organizations originally came
together in 1985 to sponsor the National
Commission on Fraudulent Financial Reporting

(the Treadway Commission). Each of these

organizations has its own particular mission,
goals and constituency. They work together as

How do I know if my
organization's internal
controls are working?

COSO because they share the common goal
stated above.

HOW DO THE BOARD OF DIRECTORS
AND MANAGEMENT ESTABLISH AND MAIN
TAIN A STRONG ETHICAL ENVIRONMENT
AND CULTURE?

The control environment sets the tone of an
organization and provides the foundation for an
effective system of internal controls.

■ Do Board members and senior executives set a
day-in, day-out example of high integrity and
ethical behavior?
■ Is there a written code of conduct for employees,
and is it reinforced by training, top-down
communications and requirements for periodic
written statements of compliance from key
employees?
■ Are performance and incentive compensation
targets reasonable and realistic, or do they
create undue pressure on achievement of
short-term results?

Some

Common Sense

Questions for
Senior Executives

and Directors

■ Is it clear that fraudulent financial reporting at
any level and in any form will not be tolerated?
■ Are ethics woven into criteria that are used
to evaluate individual and business unit
performance?

■ Does management react appropriately when
bad news is received from subordinates and
business units?
■ Does a process exist to resolve close ethical calls?
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■ Are business risks identified and candidly
discussed with the Board of Directors?

2.

HOW DOES THE ORGANIZATION IDENTIFY
AND MANAGE RISKS?

An effective control system enables management
to be apprised of and manage significant risks.

■ Is relevant and reliable internal and external
information timely identified, compiled and com
municated to those who are positioned to act?
■ Are risks identified and analyzed and actions
taken to mitigate them?
■ Are controls in place to assure that management
decisions are properly carried out?

3.

HOW DOES THE ORGANIZATION ASSESS ITS
INTERNAL CONTROL SYSTEM TO ASCERTAIN
THAT IT IS EFFECTIVE?

Internal controls should be monitored by line
management on an ongoing basis and subjected
to a periodic evaluation process.
■ Do senior and line management executives
demonstrate that they accept control responsibil
ity, not just delegate that responsibility to finan
cial and audit staff?
■ Does management routinely monitor controls
in the process of running the organization's
operations?
■ Does management clearly assign responsibilities
for training and monitoring of internal controls?
■ Are periodic, systematic evaluations of control
systems conducted and documented?

■ Are such evaluations conducted by personnel
with appropriate responsibilities, business
experience and knowledge of the organization's
affairs?
■ What criteria are used to evaluate controls?
■ Are control deficiencies reported to higher levels
of management and corrected on a timely basis?
■ Are appropriate controls built in as new systems
are designed and brought on-line?

4.

HOW CAN YOU DETERMINE THAT THE
BOARD OF DIRECTORS' AUDIT COMMITTEE
IS AN EFFECTIVE PROCESS?

An enlightened and proactive Audit Committee is
a powerful agent for corporate self-regulation.

■ Has the Board recently reviewed the adequacy
of the Audit Committee's written charter?
■ Are Audit Committee members independent and
are they functioning, in fact, independent of
management?
■ Do Audit Committee members possess an
appropriate mix of operating and financial
control expertise?

■ Does the Audit Committee understand and
monitor the broad organizational control
environment?
■ Does the Audit Committee oversee the appropri
ateness, relevance and reliability of operational
and financial reporting to the Board as well as
to investors and other external users?
■ Does the Audit Committee oversee the existence
of and compliance with ethical standards?
■ Does the Audit Committee or full Board have a
meaningful but challenging relationship with
independent auditors, internal auditors, senior
financial control executives and key corporate
and business unit operating executives?

5

HOW DO YOU KNOW THAT THE INTERNAL
AUDIT FUNCTION IS EFFECTIVE?

Properly organized and effectively operated,
Internal Audit can give management and the Audit
Committee a way to help monitor the reliability
and integrity of financial and operating information.

■ Does Internal Audit have the support of top
management, the Audit Committee and the
Board of Directors as a whole?
■ Has the written scope of Internal Audit responsi
bilities been reviewed by the Audit Committee
for adequacy?

■ Is the organizational relationship between
Internal Audit and senior executives appropriate?
■ Does Internal Audit have and use open lines of
communication and private access to all senior
officers and the Audit Committee?
■ Are audit reports covering the right subjects
distributed to the right people and acted upon in
a timely manner?

■ Do key audit executives possess an appropriate
level of expertise?

6. BUT — HOW CAN YOU BE SURE THAT THE
ORGANIZATION'S INTERNAL CONTROLS
REALLY ARE DOING THE JOB?

Internal controls cannot ensure success — bad
decisions, poor managers, collusion and override
of controls and competition can still present prob
lems. But good controls help organizations get
where they want to go while minimizing pitfalls
and surprises.
■ With this understanding, and thinking about your
own organization, do the above questions raise
concerns in your mind?

If so, COSO suggests you obtain a copy of the
COSO Report, Internal Control - Integrated
Framework. It is available for $25 by calling
1-800-862-4272 and asking for product no. 990009.
Then, begin asking your own questions about your
organization's internal controls!

